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L Issue

Should paper and printing costs incurred in B fo: publication of an annual catalog bound and

mailed in [fillbe deducted currently, or in
H. Conclusions

The costs should be deducted in[JJJJj

IIL. Facts

The catalog describes thousands of items for sale. It s dis
catalog issued jn was numbered [l 1t was printed i

ustomers. The

tributed to over
and bound and
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and the binding. The total cost for the catalog was a ToXimately $_$
ﬂor the binding and mailing,

Expenses totaling ST - printing and other catalog services actually performed in -

relating to cata] g ¥l were deducteg by the taxpayer in [l The cXpenses were paid no later than
_OThe catalog expenses incurred in -rcpresented.% of the taxpayer's annua]

gross income and 4 of annual expenses, However, they represent [l percent of the total
advertising expense of S for

purposes. The taxpayer was invoiced for the paper and printing in but did not make

payment unti! i}

You have determined that the catalog has a usefy] life of a single year, since each-a new
catalog is mailed out and replaces the prior year's catalog..

IV. Discussion

" There is no dispute about the first two requirements, and in gur view, economic performance
has occurred. The services of providing the paper (by the paper supplier) and the printing (by the printer)
were provided in i Binding and mailing the catalog is a Separate service. This conclusion is
supported by the existence of Scparate purchase orders for the printing and the binding, In theory, the
taxpayer could have hired some other company to do the binding and mailing, so looking at it this way
has some economic basis. However, if there is 3 contract between the taxpayer and the printer which
spells out that the service to be provided by the printer is the mailing of a printed catalog, we might reach
2 different concJusjon. Depending on exactly what the contract said, we might be able to show that the
service involved is 3 single service not com pleted unti]
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extending substantially beyond the close of the taxable year, the liability is taken into account
through capitalization under § 263 or § 263A.

The Service's position is that the costs of producing a catalog having a usefu! life of more than one
year are capital in nature. Rev. Rul. 68-3 60, 1968-1 C.B. 197. However the ruling does not address a
situation in which the costs were paid prior to the year in which the catalog was placed in service, nor
does it specifically state that a catalog having a useful life of one year should be capitalized.

In some cases, courts have recognized the existence of a "one year rule," under which a deduction js
allowed for costs that provide a benefit of |2 months or less even where the benefit extends over two
tax years. Zaninovich v. Commissioner. 616 ¥.2d 429 (9th Cir. 1080) However, the court in
Zaninovich observed that those cases normally involve cash basis taxpayers, not accrual basis
taxpayers, and that the accrual method of accounting "aims to allocate to the taxable year expense
attributable to income realized in that year."

Because the costs of paper and pninting related to the production of a catalog which has benefits
extending substantially beyond [l and, indeed, beginning after Il they are properly accounted

Indeed, not only do the benefits extend substantially beyond the year of payment, they extend
entirely beyond the year of payment.

The taxpayer argues that the costs are currently deductible as advertising expenses, and that
advertising expenses are not subject to the capitalization requirement. The taxpayer relies on £ &
Shelton and Company v, Commissioner, 214 F.2d 654 (6th Cir. 1954), and Harper & Mcintire
Company v. U.S. 151 F. Supp. 588 (S.D. Iowa 195 7) which the Service does not follow. Rev. Rul.
68-360, supra. Neither does the Service agree that advertising expenses are in every instance
currently deductible. See Rev. Rule 68-283, 1968-1 C.B. 63.

The taxpayer cites Rev. Rul. 92-80, 92-2 C.B. 57, and RJR Nabisco nc. v, Commissioner, T.C.
Memo 1998-252 in support of the proposition that "advertising expenses are not subject to the usual
inquiry when it comes to the question of the proper time to give tax effect to such an expenditure."

Rev. Rul. 92-80 merely states that the Indopco decision? does not affect the treament of advertising
Costs under § 162 (a). It does not change the treatment of advertising expenses as it existed prior to
Indopco. To the extent that such expenses should have been capitalized before Indopco, they remain




CC:MSR:ILD:TL-7361.98 4-

subject to the usual rules with respect to capitalization, specifically citing its own opinion in Best
Lock Corporation v. Commissioner, 31 T.C. 1217 (1959%) and quoting "The amounts paid in 1951 and
1952 to produce *** a sales catalog were capital items contributing to eaming income for several
years in the future and not ordinary and necessary expenses of doing business.” (at p. 1235}

The taxpayer maintains that if the costs are otherwise capitalizable, they should still be deducted
entirely in the year accrued because of the recurring item exception of Treas. Reg. § 1.461-5(b). In
order to be able to have the benefit of this section, the all-events and economic performance
requirements need to have been met, as we conclude they have been in this case, In addition, the
liability must be recurring in nature, which also true in this case.

Finally, the amount of the liability must not be material, or if it is material, deducting it in the earlier
year [JD must result in a better matching of the liability with income. Since it is evident that the
earlier year deduction does not result in a better matching of income and liability, the question is
whether the item is materjal.?

We agree with you that the amount involved is material in both the absolute sense (over §
in liabilities) and the relative sense (over 60% of advertising expenses,) as required by §1.461-
5(b)(4).

This advice is subject to post-review, which should normally be finished in the next two weeks. If the
National Office recommends any material change or addition to this advice, we will advise you
immediately.

Richard A, Witkowski
District Counsel

By:
HARMON B.DOW
Special Litigation Assistant

cc: Assistant Chief Counse! (Field Service) CC:DOM:FS
Assistant Regional Counsel (Tax Litigation) CC-MSR:TL
Assistant Regional Counsel (Large Case) CC:MSR:LC:CHI-POD

? Since the taxpayer reports for tax and financial purposes in the same manner, we cannot rely on
how it reported this item for financial purposes in order to determine materiality. Treas. Reg. § 1.461-
3(b)4)(ii) and (iii)
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be : SLA Rogelio Villageliu, Chicago District Counsel
SLA John Jankowski, Chicago District Counse]




